We present a realistic, complex, flexible, classroom-friendly 
INTRODUCTION
n extant literature, there are few tax return teaching tools appearing in journals. Accordingly, we have developed a realistic, complex, flexible, classroom-friendly case that could be used by an instructor as a template when teaching students how to prepare a federal income tax return using the actual forms and schedules prepared by the Internal Revenue Service (IRS). The case can be used in an individual federal income tax course at either the undergraduate or graduate level. Our motivation for developing this case is to make a tax return assignment a more effective teaching tool. Our case focuses primarily on the concepts that are covered in the later stages of a federal income tax course and eliminates the ability of the student to obtain access to the solution before completing the assignment. This teaching tool was initially tested during the 2009-2010 academic year. A version of this case has been used in the classroom every year since that first year, and has reached the point where it is refined only minimally each time it is used in a tax course. This case has received overwhelmingly positive feedback from students.
Our case is timely for two reasons. First, we want a teaching tool that matches the concepts being covered within the course at a specific point in the semester. End of chapter textbook tax return problems typically involve concepts that are not covered in the chapter in which the tax return problem is assigned. For example, early-semester tax return assignments in textbooks typically include concepts not yet learned (i.e., itemized deductions). Or, latesemester tax return problems include concepts previously learned that do not need to appear on a late-semester assignment (i.e., various forms of income and deductions for adjusted gross income). It can be argued that including concepts covered early in the semester on a late-semester assignment simply reinforces those concepts learned. However, including too many concepts in an assignment tends to make it overly complex, which leads to student frustration resulting in the breakdown of learning. In order to develop an effective tax return assignment, a professor walks a line between including sufficient concepts to make the assignment effective and excluding too many concepts such that it makes the assignment ineffective. We feel it is important that a tax return assignment focus on Our second motivation for developing this case template is to have a comprehensive assignment where the student does not already have the solution. With the availability of information on the internet, students have greater access to textbook assignment solutions. This availability of solutions coupled with the growing proliferation of academic dishonesty tends to render textbook assignments ineffective as a learning tool. Academic dishonesty is more prevalent in collegiate classrooms and has received added attention in recent years by researchers, administrators, and the media. According to a recent study by the Center for Academic Integrity, more than 75 percent of college students admitted to engaging in some form of cheating (Smith, Davy, & Rosenberg, 2009 ). Thus, we developed a comprehensive case where the instructor could change the variables (numbers) and/or concepts and the students would not have access to the solution, thereby forcing the student to churn through the assignment and thus learn the concepts, which is not accomplished when a student simply copies the solution.
To address these concerns, we began developing our own tax return assignments in the summer of 2009. We first tested this case in an undergraduate federal income tax course during the Fall 2009 -Summer 2010 academic year. It was refined and tested again during the 2010 -2011, 2011 -2012, and 2012 -2013 academic years. The assignment received positive feedback from students who consider it to be challenging without being overwhelming. In addition, it provided students with valuable experience by illustrating how concepts learned in the classroom appear on IRS forms and schedules. In other words, it teaches students how to comply with the rules and regulations established by the federal government. Furthermore, students learn what information appears in various reference resources that are available to them, and how to use those resources.
In a recent year, the American Institute of Certified Public Accountants (AICPA) developed a Model Tax Curriculum (MTC) that many schools have implemented. The MTC recommends that curriculums emphasize business entity income taxation. Further, the MTC focuses on a business planning and decision making approach rather than a compliance approach. This paper attempts to supplement the business planning decision making focus of the MTC.
Despite the AICPA's recommendation to implement the MTC, the tax curriculums at universities vary widely. According to a survey published in The Tax Adviser, 29% of undergraduate accounting programs now require only one tax course, plus 44% require one tax course and offer a second tax course as an elective. In addition, 12% require two tax courses and 10% offer more than two courses at the undergraduate level. However, the survey found that even at institutions offering only one tax course, individual income taxation is still highly emphasized (Nellen, Kern, & Dennis-Escoffier, 2004). As a result, the teaching tool introduced in this paper should have widespread appeal to tax instructors.
The remaining sections of this paper explain the learning objectives, the case materials, teaching notes that offer additional explanations to clarify issues, the solution, and the actual tax return that should be prepared by the students.
LEARNING OBJECTIVES
This case is designed to be a late-semester, comprehensive tax return assignment that covers the concepts generally taught in the later chapters in a federal income taxation text. The assignment coverage includes: selling and buying a principal residence, paying for a college education, purchasing investment property, incurring personal casualty and theft losses, and paying for various expenses that qualify as itemized deductions.
We suggest the instructor require students to manually complete the tax return. We posit that by manually preparing a return, students are better able to 1) visualize how textbook concepts appear on forms and schedules in an actual tax return, and 2) best learn how the forms, schedules, and supporting documentation relate to each other. Students that prepare a tax return using a tax software program simply learn how to enter information into that software's input screen on a computer. Different firms use different software programs so we feel that teaching students how to use one program may hinder their professional growth, and that they are better served by preparing the assignment manually. We have received the following anecdotal evidence to suggest that this is the best approach. Students, both current and former, who work in the tax departments of CPA firms, have indicated to us that they quickly learn how to use a tax software program. In addition, they have a better idea how to complete a tax return − plus they are better at catching and rectifying tax software program errors − as a result of preparing their tax return assignments manually while they were students. Instructors should provide this justification to students when assigning the problem. However, if an instructor either requires or allows students to use tax software when preparing a tax return assignment, it would help the students' comprehension either to list how the forms tie together or to print out the forms and assemble them in the proper order.
Upon completion of this case, a student understands how to:
1.
Identify and report multiple dependents.
2.
Report a dependent that is eligible for the Child Tax Credit. 3.
Include interest income, both taxable interest and tax-exempt interest, on both the Form 1040 and Schedule B.
4.
Report the sale of a residence, and the corresponding purchase of a new residence.
5.
Apportion real property taxes between the buyer and the seller of a residence.
6.
Determine what costs qualify as selling expenses when selling a residence.
7.
Determine what costs are added to the basis of a residence at the time of purchase.
8.
Determine what expenditures qualify as capital expenditures, and are thus added to the basis. 9.
Report a moving expense deduction. 10.
Report contributions to a traditional IRA (individual retirement account). 11.
Compute the tax liability when the long-term capital gain alternative tax is used. 12.
Recognize a credit for Child and Dependent Care Expenses. 13.
Report an education tax credit -the American Opportunity Credit. 14.
Compute and record the American Opportunity Credit phaseout.
15.
Recognize when the Child Tax Credit is completely phased out.
16.
Report a refund that includes a portion deposited directly into a bank account, and a portion applied to next year's tax liability. 17.
Attach a schedule to the back of the return when information does not fit on the IRS form or IRS schedule. 18.
Use the Sales Tax Tables to determine the Harvey -Attended the University of Texas full-time through the end of his sophomore year. During the summer of 2012, he quit college and went to work full-time at a local car wash in Lubbock. Harvey's friend owns the business and made Harvey the manager of the car wash. In addition, the friend promised Harvey that he will take him on as a partner in 5 years. However, after moving with his family in June (information about the move will follow), Harvey did not work for a few months. Then at the end of October, he began working at a car wash in his new town. During 2013, Harvey earned $25,000.
Hercules and
On April 15, 2013 Hercules and Henrietta purchased a vacant plot of 5 acres of land for $300,000. The address is:
528 Lakeview Drive Lake Charles, LA 70601
Hercules and Henrietta do not plan to build on the property. Their plan is to hold the land for investment purposes as they anticipate a boom in that area's real estate market. When acquiring the property, Hercules and Henrietta took out a land loan with the First National Bank. During 2013, they paid land loan interest on the property of $11,200. Note: Hercules and Henrietta do not make the election to include net capital gain as investment income.
During 2013, Hercules and Henrietta made numerous trips to the local race track to bet on the horses and to play the slot machines. For the year, they spent $1,200 betting on horses and playing the machines, but only won $580. Even though they lost more than they won, they enjoyed the recreational gambling as they often went to the track with a group of family and friends.
Henrietta has been collecting baseball cards since she was a child. As she grew, her interest grew and she expanded from collecting cards to collecting other baseball memorabilia. Henrietta now buys and sells various baseball artifacts at baseball memorabilia shows. In 2013, she attended four shows. Henrietta feels that her involvement with baseball memorabilia constitutes a hobby, not a business. Her income and expenses for the current year from this activity are as follows:
Revenue from sale of baseball memorabilia On 6/17/13, Hercules and Henrietta purchased the family's new house on 8426 North Carancahua Street. The purchase price was $890,000. To buy the new house, Hercules and Henrietta took out a mortgage loan of $300,000 with the Second National Bank. In order to obtain a lower interest rate, Hercules and Henrietta paid 3 points, 2 of which represented prepaid interest and 1 that represented appraisal fees. In addition, they paid the following closing costs at the time of purchase: Legal fees, transfer taxes, and document preparation fees --$9,000 Title insurance --$8,000 Property and casualty insurance premiums --$7,800
In Lubbock, the county's real property tax year is the calendar year: January 1 to December 31. Payment for the year is due on January 31 st . For the Lubbock residence, on 1/31/13, Hercules and Henrietta paid $7,300 for the 2013 real property taxes charged to that residence. In Corpus Christi, the county's real property tax year is also the calendar year. However, payment in Corpus Christi is not due until August 31 st . For the Corpus Christi residence, on 8/31/13, Hercules and Henrietta paid $5,475 for the 2013 real property taxes charged to that residence.
A storm on 11/21/13 caused extensive damage to the Corpus Christi residence. As a result of the storm, before making repairs, the estimated market value of the property declined from $820,000 to $780,000. Repairs cost $28,000, of which $15,000 was reimbursed by insurance.
During 2013, Henrietta, at the encouragement of her new boss in Kingsville, decided to pursue a master's degree in finance. On 15 nights during September -December, she traveled from her TD Ameritrade office to Texas A&M University-Kingsville to attend a 3-hour graduate class. The school is located 3 miles from her office and 42 miles from her home. She spent $2,600 on tuition, $250 on textbooks, $150 on a student technology fee (required), and $80 on parking. Henrietta estimates that she drove her car a total of 18,000 miles during the year.
Henrietta is a member of a union at TD Ameritrade. Her union dues are 1% of her gross salary and are withheld from her paycheck. Henrietta also spent $120 in 2013 subscribing to various professional publications that she feels help her keep up-to-date with current developments in her profession. In addition, Henrietta is a member of a professional organization in which she paid dues of $340 during 2013. The dues payment was not reimbursed by her employer. Further, in December, Henrietta bought a Christmas ham for each of the 3 employees who work directly for her, plus her secretary. The hams cost $16 each.
Hercules and Henrietta's cash payments for 2013 include the following:
Home mortgage loan interest (Form 1098 received from lending institution) -Prior residence $ 5,900 Current residence (does not include points paid) 7,800 Charitable contribution (statement received from the charity) 390 Tax preparation fees for 2012 federal, state, and local income tax returns 890
In order to enable Hercules and Henrietta to work full-time, they put both of their 4-year old twins, Harrison and Helena, into a day care facility when working during the week. When living in Lubbock, this is the facility used: The solution to the return shows that Hercules and Henrietta are owed a total refund of $1,282.
Hints

1.
If the information requested by the IRS does not fit in the allotted space on a tax form, include the information on a schedule attached to the back of the return. Be sure to reference the attached schedule on the form by writing something like "See Attached Schedule." Make sure the attachment ties into the form.
2.
Assume that the taxpayers do not keep copies of receipts on purchases made during the year. Therefore, if deducting sales tax is an issue, use the Optional State Sales Tax Table included If a capital gain moves a taxpayer from the 15% tax bracket into the 25% tax bracket, it could change the applicable long-term capital gain alternative rate. 7.
The main address for both the University of Texas and Texas Christian University can be obtained from the school's website. On Form 8863, ignore the questions about receiving Form 1098-T and the institution's federal identification number. 8.
If a form or schedule is not applicable (not required by the IRS), it does not have to be included with the return.
LIMITATIONS, CONCLUSIONS, AND FUTURE RESEARCH
As to be expected, limitations exist and should be recognized. If the assignments are returned to students, then the potential exists for students to copy the prior semester's solution. However, this obstacle can be overcome by changing the amounts, revising the facts, and adding/subtracting a couple of concepts each semester. In addition, schools that have adopted the AICPA Model Tax Curriculum tend to focus on business planning rather than individual tax compliance. Our teaching tool might not appeal to an instructor who has adopted this approach. Further, our teaching assignment is designed to be a late-semester assignment when covering individual federal
5.
Hercules and Henrietta borrowed money to purchase investment property. The deductible amount of interest expense on the loan is limited to net investment income. However, taxpayers have the option of including net capital gains in investment income. If taxpayers choose this option, then they reduce the amounts qualifying for LTCG alternative rates (CCH, 2013, Paragraph 1094). We wanted the alternative rates to be part of the assignment. Therefore, in the assignment's facts we stated "Hercules and Henrietta do not make the election to include net capital gain as investment income." Also, even though investment income is a concept covered in an earlier assignment, we chose to include investment income so that the taxpayers would have an investment interest expense deduction. 6.
Hercules and Henrietta sell and buy a principal residence. The real property taxes applicable to both residences have to be apportioned between the seller and buyer to determine the property tax deduction on Schedule A (CCH, 2013, Paragraph 1032). Since Hercules and Henrietta paid the buyer's portion of property tax on the Lubbock residence, they get to recognize this payment by reducing the sales price by the amount of the payment apportioned to the buyer. Hercules and Henrietta also paid the seller's portion of property tax on the Corpus Christi residence. They recognize the amount by adding it to their basis in the property, thereby not affecting the 2013 return (IRS Publication 523, page 26). 7.
When selling their principal residence, Hercules and Henrietta paid a broker's commission totaling $48,000. This amount is computed by multiplying the sales price by 6%, which is a typical broker's commission percentage. In addition, legal and document processing fees paid totaled $2,000. Consequently, total selling expenses were $50,000 and are subtracted from the selling price to determine the amount realized (IRS Publication 17, page 110). The computation of the realized gain is shown here and in "Note 1" in the "Solution" section. The sale of the residence is included on Form 8949. However, Form 8949 does not have a place for "amount realized." Form 8949 has a column for "proceeds (sales price)," a column for "cost or other basis," and a column for "gain or loss." The IRS instructions are not clear whether the selling expenses should be subtracted from the sales price column, or added to the basis column. Ultimately, it does not matter because the gain amount will be the same. Interestingly, about half the students subtract the selling expenses from the sales price column, and the other half add selling expenses to the basis column.
8.
Paying points when obtaining a mortgage loan is common. Typically, the points paid by the person(s) obtaining the loan represent either fees, prepaid interest, or both. However, the tax treatment for fees other than loan origination fees (not currently deductible) is different than the tax treatment for prepaid interest (deductible when purchasing a principal residence). Specifically, when points paid represent the payment of certain fees such as appraisal fees, the payment is not currently deductible (IRS Publication 17, pages 156-157; also CCH, 2013, Paragraph 1055). This concept is not always stated clearly in a text and we feel it is important to include both types of points. The Clute Institute * In accordance with the instructions in Part Three of IRS Publication 17, mortgage and casualty insurance premiums paid at the time of purchase are specifically excluded from being added to the property's basis.
(8) Investigation of a business expenses
The expenses paid when exploring the feasibility of starting a pet day care business are not deductible since the business is unrelated to Henrietta's current field and the business was not started.
